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The Brazil stock market went into a free fall in early July, affecting markets throughout the region.
Although Brazil's market has apparently righted itself, the scare emphasized ongoing concerns
about the country's financial health (see NotiSur, 07/11/97). Currency devaluations in several
emerging markets in Southeast Asia were partially blamed for the drop in Brazil, but market
analysts also attributed much of the decline to profiteering by speculators selling off stock, which
had climbed as much as 80% earlier this year. Regardless of the immediate causes, the fluctuations
gave weight to warnings that if Brazil does not improve its trade balance and lower its current
account deficit, it will, sooner or later, follow in the economically troubled footsteps of Mexico,
Thailand, and the Philippines.

Analysts warned of Brazil's vulnerability
Before the crisis hit Brazil, analysts were sounding warnings. When Thailand floated its over-valued
baht currency, resulting in a 15% to 20% devaluation, Latin American analysts warned that Brazil
should take heed because of its growing trade deficit. "What happened in Thailand was a wake-up
call for Brazil to look more carefully at its external accounts," said Marcelo Carvalho, J.P. Morgan's
chief Brazil economist.
With its strong currency and mounting trade deficit, Brazil had often been compared with Thailand
during the past year. Despite the comparison, however, important differences exist, such as the
US$60 billion in foreign reserves that Brazil has accumulated. Also, while Thailand's currentaccount shortfall was over 7% of GDP, Brazil's is substantially lower, equivalent to about 4% of GDP.
Following the devaluation in Thailand, the crisis spread to the Philippines and other Asian markets
before heading for Latin America. The plunge there began July 15 when stock prices nose-dived as
investors responded to the fear that the Asian currency troubles would spread.
Brazil, the world's 10th largest economy, was at the forefront of the plunge, and the drastic drop in
stock prices brought the most serious financial threat in Latin America since the peso devaluation in
Mexico in December 1994 (see NotiSur, 01/12/95, 02/02/95, 02/23/95, 05/25/97).
During the following week, stock and bond prices plunged from Mexico City to Buenos Aires. By
July 18, the Sao Paulo index posted an accumulated loss of 14.9% for the week, even though its gains
for the year still totaled 58.8%. The week's losses were the equivalent of a 1,200-point slide in the
Dow Jones industrial average.
Some analysts said that investors were using the currency woes in Asia as a pretext to dump shares
on the Brazilian markets, which had soared an extraordinary 80% since the beginning of the year.
Gustavo Loyola, president of the Central Bank and part of the government's economic team, said the
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drop was caused by "the strong rise in the last months," a movement "that was destined to reverse
itself."

Washington watches closely as Brazil responds
During the week-long volatility in the Latin American markets, officials in Washington from the
International Monetary Fund (IMF) and the US Treasury said they were closely monitoring the
situation but were not worried "yet" about a repeat of the financial crisis that engulfed Mexico. In
the midst of the market crisis, Finance Minister Pedro Malan said categorically that the Brazilian
government planned no abrupt changes in economic policy.
To calm the troubled waters, President Fernando Henrique Cardoso announced that the
government would use funds collected from the privatization of state companies to reduce the
public debt. His statement, however, also pointed up differences within his Cabinet. Earlier,
Communications Minister Sergio Motta said that resources from privatizations should be invested
in social programs. But Cardoso's economic team, which was determined to see the funds go toward
the more than US$200 billion public debt, won out and helped put the brakes on the downward
trend.
Within a week, calm was returning and analysts predicted that Brazil's markets would be subject to
short-term volatility but that, in a matter of weeks, they would resume a steady upward trend and
gain moderately by year's end. Danger signs are still present Financial analysts said most investors
in the region saw the volatility as relatively confined to the countries immediately affected, which
prevented even greater panic.
"The market has become more sophisticated," said Marc Chandler, senior currency strategist at
Deutsche Morgan Grenfell. He said investors realize that developing countries are diverse and when
"one sneezes, it doesn't mean the others will catch a cold." "We do not see conditions comparable to
those of 1994 with respect to the magnitude of the problem, nor in the structure of the foreign debt,"
said Gert Rosenthal, executive secretary of the UN Economic Commission for Latin America and the
Caribbean (ECLAC).
Nevertheless, in a report Rosenthal presented last week to the UN's Economic and Social Council
(ECOSOC), he warned that the growth of Latin America's external deficit "demands a note of
caution." Rosenthal said that as long as the current account deficit holds steady at 2% of GDP, "we
think it is manageable."
But, he said, the imbalance is reaching much higher levels in countries such as Brazil and Mexico,
where the deficit is covered by volatile short-term capital. The UN official also said that, although
the region is experiencing a period of moderate growth, "between 40% and 50% of the population
is unaware" of that macroeconomic trend. "There is social unrest even in the countries that have
enjoyed success."
The latest ECLAC studies indicate that poverty is being reduced at an extremely slow rate, while
income distribution remains highly skewed, he said. [Sources: Agence France- Presse, El Clarin
(Argentina), Inter Press Service, 07/17/97; Associated Press, 07/15/97, 07/17/97, 07/18/97; Reuter,
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07/03/97, 07/18/97, 07/19/97, 07/21/97, 07/22/97; Spanish news service EFE, 07/22/97; Gazeta Mercantil
(Brazil), 07/16/97, 07/22/97]
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